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Q.  Please state your name and your current position. 1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

A.  My name is Christopher C. Klein and I am an Associate Professor in the Economics and 

Finance Department at Middle Tennessee State University (MTSU) in Murfreesboro, 

Tennessee.  

 

Q. What is your educational background? 

A. I received a B. A. in Economics from the University of Alabama in 1976 and I received a 

Ph. D. in Economics from the University of North Carolina at Chapel Hill in 1980. 

 

Q.  What is your professional experience involving regulated industries? 

A. I was employed as an Economist in the Antitrust Division of the Bureau of Economics at 

the Federal Trade Commission (FTC) in Washington, D.C., for six years starting in 1980.  

In 1986, I was hired as the first Economist for the Tennessee Public Service Commission 

(TPSC).  Although my title changed over the years, I functioned as the Chief Economist 

for the TPSC and, after 1996, the Tennessee Regulatory Authority (TRA), until August of 

2002, when I assumed my current position with MTSU.  

 

Q. What were your duties at the FTC? 

A. I performed the economic analysis in antitrust investigations involving more than 20 

industries and contributed to staff reports on mergers in the petroleum industry, 

competition in grocery retailing, and the economics of predatory or sham litigation. 
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Q. What was your primary responsibility at the TPSC? 1 
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A. I was an expert witness for the staff of the TPSC in rate cases and other similar 

proceedings involving telecommunications, natural gas, electric and water utilities, as 

well as motor carriers.  I testified in 36 dockets before the TPSC on the issues of cost of 

capital, rate design, and competitive effects.  I also filed testimony before the Federal 

Communications Commission (FCC). 

 

Q. How did your responsibilities change when the TRA supplanted the TPSC? 

A. I oversaw the Utility Rate Division and then the Economic Analysis Division.  The TRA 

staff no longer testified in proceedings before the agency, but provided analysis and 

advice to the TRA Directors.  I was responsible for all such advice and analysis provided 

to the Directors by these Divisions, either individually or in concert with other TRA staff, 

in all proceedings that came before the agency for resolution.  These proceedings 

included rate cases and tariff filings by public utilities, as well as those associated with 

the implementation of the Federal Telecommunications Act of 1996. 

 

Q. Were you a member of any regulatory committees or boards while you worked for 

the TPSC and the TRA? 

A. Yes.  I was a member of the National Association of Regulatory Utility Commissioners 

(NARUC) Staff Subcommittee on Gas.  I was a member of, and Chaired, the Research 

Advisory Committee to the Board of Directors of the National Regulatory Research 

Institute (NRRI).  I also served on the State Staff of the FCC’s Federal-State Joint Board 

in CC Docket No.80-286 (the “Separations” Joint Board) and as a Group Leader on the 
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NARUC Staff Subcommittee on Accounts Multi-state Audit Team that produced the 

1988 Report on Bell Communications Research. 

 

Q. What is your primary responsibility at MTSU? 

A. I teach classes in the general area of applied microeconomics, including Principles of 

Microeconomics, Intermediate Microeconomic Theory, Managerial Economics, Business 

and Government, and Econometrics, as well as undertaking scholarly research, 

participating in various university committees, and serving on dissertation committees. 

 

Q. Have you taught at any other universities? 

A. I taught classes in the Economics of Regulation and in Antitrust Economics in the 

Economics Department at Vanderbilt University for several years while I was employed 

at the TRA. 

 

Q. Are you a member of any professional organizations? 

A. I am a member of the American Economic Association, the Southern Economic 

Association, the Western Economic Association, the Industrial Organization Society, and 

Alpha Pi Mu: the National Industrial Engineering Honor Society, as well as Beta Gamma 

Sigma: the International Honor Society for Collegiate Schools of Business. 
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Q. Have you published articles in professional or academic journals and presented 

papers at professional meetings? 
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A. More than 30 of my articles have appeared in professional or academic journals such as 

Energy Economics, Utilities Policy, The Electricity Journal, The Journal of Applied 

Regulation and many others.  I have made more than 50 presentations at professional 

meetings. 

 

Q. Have you testified before any other governmental bodies in Tennessee? 

A. Yes.  I have testified before various committees of the Tennessee General Assembly on 

regulatory issues, especially telecommunications issues and competition in the 

telecommunications industry, as well as before the Tennessee Advisory Commission on 

Intergovernmental Relations and the Tennessee Regulatory Authority. A complete list is 

provided in my Vita, attached. 

 

PURPOSE OF TESTIMONY 

Q. What is the purpose of your testimony? 

A. I will comment on the appropriate resale treatment of the Cash Back, Line Connection 

Charge Waiver (LCCW), and Word-of-Mouth referral offerings of AT&T. 

 

Q.  What do you recommend for the resale of these offerings? 

A. I recommend resale of these offerings at a wholesale rate equivalent to the effective retail 

rate less avoided cost. 
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BACKGROUND ON RESALE 1 
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Q. How was resale of telecommunications services established? 

A. The Telecommunications Act of 1996 and the subsequent rules of the Federal 

Communications Commission (FCC) (47 CFR §§ 51.601-51.603) established resale of 

incumbent Local Exchange Carrier (ILEC) services as a method of introducing 

competition into the markets for retail telecommunications services.  This was a special 

sort of competition, however.  The ILECs were to make services available for resale at 

the retail rate less the cost that the ILECs avoided when selling services at wholesale.  

Resellers had to be able to make money on the resulting “margin” between the wholesale 

and retail rates in order to survive.  Competition among successful resellers would exert 

pressure on this margin and on the retail rate.  

 

Q. How were the wholesale prices to be determined? 

A. The FCC rules lay out a process by which the state regulators were to determine the costs 

that the ILECs avoided when selling to a reseller instead of a retail customer.  Subtracting 

these avoided costs from the ILEC’s tariff rate for a service yields the wholesale rate.  In 

practice, the states determined these avoided costs as a percentage of retail revenues and 

applied this “percentage discount” to each retail rate to arrive at the wholesale rate. 

 

Q. What are the benefits of resale competition? 

A. If resellers are to successfully compete with ILECs, they must offer consumers something 

that the ILECs do not.  Since the functions avoided by the ILECs in selling to resellers 

involve marketing, consumer service, billing and collection, etc., the resellers would have 
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to provide these functions at lower cost, or in higher quality than the ILECs do.  If the 

resellers are able to do this, then consumers benefit from lower prices, or better service, 

or both. 

 

Q. How could the ILECs respond to this competition? 

A. They could reduce their retail rates, improve their service, or even abandon the retail 

market to the resellers and become pure wholesalers if they are unable or unwilling to 

compete with the resellers.  These possibilities all create benefits for consumers. On the 

other hand, the ILECs might attempt to force the resellers out of business by creating a 

price squeeze.  A successful price squeeze denies the benefits of competition to 

consumers. 

 

Q. What do you mean by a price squeeze? 

A. A vertical price squeeze can arise when one firm controls an essential input to the 

production of a final good or service that the firm also sells.  This monopoly on the 

essential input allows the monopolist to exclude competitors by charging a price for the 

input that is too high to allow its competitors in the retail market to make a profit.  In 

other words, the margin between the wholesale price for the input and the retail price for 

the final good or service is too low for efficient rivals to survive.  Consequently, rivals 

either exit the retail market, or never enter it, and consumers are denied the benefits of 

competition. 
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Q. Do the FCC’s rules recognize this possibility? 1 
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A. Yes.  For promotions lasting more than 90 days, the FCC recognizes that such 

promotions could be used by ILECs to evade the wholesale rate obligation (47 CFR § 

51.613(a)).  These promotions can create a price squeeze by reducing the effective retail 

rate, but not the wholesale rate.  The resellers are then “squeezed” between the wholesale 

price and the promotional price paid by retail customers of the ILEC.   Consequently, the 

FCC took actions to prevent such a price squeeze and its detrimental effects on resale 

competition.  

 

Q. What approach did the FCC use to try to avoid a price squeeze? 

A. The FCC set up a resale system in which the wholesale rate paid by the reseller is less 

than the effective retail rate charged by the ILEC by the amount of avoided cost.  

Maintaining this wholesale margin equal to avoided cost was intended to prevent a price 

squeeze implemented through manipulation of the wholesale or retail rates.  In the case of 

incentive offerings, making the offering available for resale may be sufficient to maintain 

the appropriate wholesale margin.  Although a price squeeze could be achieved through 

other means, the key to preventing a price squeeze as a result of the incentive offerings at 

stake here is to maintain the wholesale margin at the effective retail rate less avoided 

cost. 
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“CASH BACK” OFFERINGS 1 
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Q.  Why should AT&T’s “cash back” offerings be available for resale? 

A. In a cash back offering, a customer requests the cash back from AT&T after being billed 

the retail rate for the service.  If AT&T determines that the customer qualifies for the 

cash back offer, it mails a check, gift card, or other item to the customer depending on the 

details of the offering.  The cash back offer functions as a rebate, rather than a direct 

price discount, but the potential effect on the reseller is the same.  Failure to make 

AT&T’s “cash back” offerings available for resale creates a price squeeze for resellers.   

 

Q. How can the cash back offer create a price squeeze? 

A. AT&T’s customer pays the regular retail rate for the service less the amount of cash back.  

If a reseller cannot resell the offer, then the reseller buys the service at the regular retail 

rate less avoided cost.  AT&T’s effective retail rate, however, is reduced to less than the 

regular retail rate by the cash back offer.  Since the reseller’s wholesale rate is not 

reduced, a price squeeze is created.   In order to sell the service in competition with 

AT&T, the reseller must match the cash back offer in some form, reducing the effective 

retail price charged by the reseller.  The reseller’s revenues from the sale of the service 

amount to less than the wholesale margin.  This is a classic price squeeze. 

In equation form, let R stand for the AT&T’s regular retail rate, let A stand for 

avoided cost, and let C stand for the amount of cash back. Then the regular wholesale 

rate, W, is the regular retail rate less avoided cost, or  

  W = R – A, 
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 but the effective retail rate under a cash back offering is ER = R – C, the regular retail rate 

less the cash back amount.   If AT&T does not resell the cash back offer, then the 

effective retail rate, E
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R = R – C, is less than the wholesale rate of W = R – A.  This can 

be shown as follow

The difference between the effective retail rate, when cash back is not resold, and 

the wholesale rate can be expressed as  

ER – W.   

Since we know that ER is the same as (R – C) and W is the same as (R – A), we can 

substitute these terms for ER and W in the expression ER - W.  This substitution gives  

  ER – W  = (R – C) – (R – A). 

 Simplifying this equation leads to  

  (R – C) – (R – A)  = A – C. 

 Thus, 

  ER – W  = A – C. 

That is, the difference between the effective retail rate and the wholesale rate (ER – W) is 

less than avoided cost.  This results in a price squeeze. 

 

Q.  How can a price squeeze be avoided in the case of a cash back offer? 

A. Just making the cash back offer available for resale essentially prevents a price squeeze.  

That is, a reseller who sells a service to a customer qualifying for the cash back offer 

should be able to apply for and receive the cash back item from AT&T.  The reseller pays 

AT&T the applicable retail rate less avoided cost and, for qualifying customers, less the 

cash back item.  The effective retail rate is AT&T’s regular retail rate less the cash back 
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item.  The difference between the effective retail rate and the effective wholesale rate is 

just the avoided cost.   

  In equation form, ER = (R – C) is the effective retail rate and EW = (R – A – C) is 

the effective wholesale rate when cash back is resold.  Subtracting the effective retail 

rate, ER, from the effective wholesale rate, EW, gives 

  ER – EW  = (R – C) – (R – A – C)   =  A. 

 That is, the difference between the effective retail and wholesale rates is just the avoided 

cost.  No price squeeze results, because the wholesale margin is maintained. 

 

Q. Why isn’t the cash back offer discounted by the wholesale discount?   

A. Discounting the cash back offer will result in a wholesale margin that is less than avoided 

cost, essentially allowing AT&T to evade its wholesale rate obligation.   

This can be shown by using a variation of the equation above.  Consider the cash 

back offer when the offer is discounted by some fraction d, 0 < d < 1.  The effective retail 

rate, ER, remains the same, but the effective wholesale rate, EW, increases: 

  ER = (R – C)  EW = (R – A – dC) 

    Now subtracting the effective wholesale rate from the effective retail rate gives   

  ER – EW  = (R – C) – (R – A – dC)  =  A + dC – C. 

 Note that (A + dC – C) is less than the avoided cost, A.  Thus, discounting the cash back 

offer results in a wholesale margin that is less than avoided cost, causing a price squeeze. 
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Q. Is reselling the cash back offer at the full amount fair to AT&T? 1 
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A. Yes.  AT&T’s net revenue is the same whether the reseller or AT&T sells a service to a 

customer with a cash back offer.  If AT&T sells the service with the cash back offer, its 

retail net revenue, Nretail, is the regular retail rate less the cash back amount and less the 

avoided cost amount, since AT&T bears these costs when it sells the service:  

  Nretail = R – C – A. 

 When a reseller sells a service with a cash back offer, the effective wholesale rate is the 

regular wholesale rate less the cash back amount.  This can be expressed as 

 EW = W – C.   

The regular wholesale rate, W, is just the regular retail rate less avoided cost.  This is 

expressed as W = R – A.  Since W = R – A, we can substitute (R – A) for W in the 

equation EW = W – C.  This gives the effective wholesale rate  

EW = (R – C – A).   

AT&T’s net revenue when it sells the offer to a reseller, Nwholesale, is the wholesale price 

less the cash back amount, which is expressed as 

  Nwholesale  = W – C. 

 We know that the wholesale rate is equal to the retail rate less avoided cost, W = R – A, 

so we can substitute (R – A) for W to get      

  Nwholesale  = (R – A) – C.  

 Rearranging this equation gives us  

  Nwholesale  = R – C – A. 

 Remember that Nretail is also equal to R – C – A, so we can substitute Nretail for R – C – A 

in the equation above to get  
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  Nwholesale  = Nretail 

This shows that the net revenue for AT&T from a retail sale with cash back is 

equal to the net revenue AT&T receives from a wholesale sale with cash back.  AT&T 

should be indifferent between selling a service with a cash back offer directly to a 

customer or indirectly through a reseller. 

 

LINE CONNECTION CHARGE WAIVER 

Q. How should the line connection charge waiver be treated for resale purposes? 

A. The line connection charge covers actions taken to turn on services at new customers’ 

premises.   These are available for resale, but the appropriate wholesale rate is in 

question, because AT&T often waives the line connection charge for new customers.  

The effective retail rate appears to be zero.  Nevertheless, the general rule to avoid a price 

squeeze is still applicable: the wholesale rate should be the effective retail rate less the 

avoided cost. 

 

Q. Does this imply that the wholesale rate is less than zero? 

A. In a sense, yes, it does.  To see this, recall that the difference between the retail rate, R, 

and the wholesale rate, W = R – A, is avoided cost: 

  R – W   = R – (R – A)  =  A. 

In the case of the line connection charge waiver (LCCW), the effective retail rate is zero, 

ER = 0.  The effective wholesale rate should be the effective retail rate less avoided cost,  

 EW  =  ER – A. 

But now ER = 0, so the effective wholesale rate becomes the negative of avoided cost: 
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  EW =  0 – A   =  -A. 

 Despite this negative effective wholesale rate, the difference between the effective retail 

rate (ER = 0) and the effective wholesale rate (EW = -A) is still just the avoided cost, 

  ER – EW  = 0 – (0 – A)  =  A. 

 The wholesale margin is equal to avoided cost and AT&T’s wholesale rate obligation is 

fulfilled. 

 

Q. What does a negative wholesale rate mean? 

A. It means that AT&T credits the reseller the amount of avoided cost when the reseller 

signs up a customer who qualifies for the LCCW.   

 

Q. Is this fair to AT&T? 

A. Yes.  AT&T is still indifferent between signing up the new customer who qualifies for 

the LCCW itself or having that new customer signed up by the reseller.  AT&T’s net 

revenue from signing up a new customer is just the effective retail rate less its avoided 

cost, or  

Nretail  =  ER – A.   

If the effective retail rate is zero, ER = 0, AT&T’s retail net revenue is  

 Nretail  =  0 – A  = -A. 

It is immediately obvious that this retail net revenue is the same as the effective 

wholesale rate, EW, and AT&T’s wholesale net revenue,  

EW  =  ER – A   = Nwholesale. 

When the effective retail rate is 0, ER = 0, then the wholesale net revenue is 
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Nwholesale = 0 – A  = -A. 

Once again AT&T’s retail and wholesale net revenue are equal.  Whether AT&T signs up 

the new customer or the reseller does makes no difference.   

The appropriate wholesale rate when the line connection charge is waived is the 

negative of avoided cost: a payment, or credit, from AT&T to the reseller. 

 

Q. Isn’t the regular retail rate also zero? 

A. No. One calculates avoided cost as the appropriate percentage discount (these vary across 

states) from the regular retail rate.  In the case of the LCCW, the regular retail rate for 

line connection has not changed, so neither has the avoided cost.  Only the effective retail 

rate in the context of the LCCW incentive has changed.  The avoided cost is still positive.  

If AT&T were to permanently eliminate the line connection charge, only then would the 

avoided cost disappear. 

 

“WORD-OF-MOUTH” REFERRAL OFFERING 

Q. Why should the “word-of-mouth” referral offering be available for resale? 

A. Once again, this is necessary to avoid a price squeeze. 

 

Q.  How could the word-of-mouth referral create a price squeeze? 

A. First, the effect involves the customers who are eligible to register for the referral 

program, not for the new customers gained as a result of the referral.   A customer who is 

eligible for the referral program expects to pay a net retail price that is lower by the 

amount of the expected referral benefits.  Suppose an eligible customer estimates a 
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probability, p, of receiving the referral benefit, b.   The customer’s expected benefit from 

referral is this probability of referral multiplied by the benefits from referral, or pb.  The 

customer’s effective retail rate for the service is the regular retail rate less the expected 

referral benefits or E
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R = (R – pb).  If the referral cannot be resold, the wholesale rate is W 

= (R – A).  Subtracting the wholesale rate when the referral offer is not resold from the 

effective retail rate including the referral benefit gives 

  ER – W  = (R – pb) – (R – A)  =  A – pb.   

 That is, the difference in the effective retail rate and the wholesale rate is less than 

avoided cost, A – pb is less than A, when the referral offer is not available for resale.  Not 

only is AT&T evading the wholesale rate obligation, but the reseller is at a disadvantage 

in competing for customers.  The reseller should have to compete on a wholesale margin 

equal to avoided cost, but without being able to resell the referral program, that margin is 

squeezed. 

 

Q. How can this price squeeze be avoided? 

A. A price squeeze can be avoided by simply making the referral program available for 

resale and maintaining the wholesale margin at avoided cost.  That is, the reseller makes 

the referral program available to its customers.  When a qualifying customer refers a new 

customer to the reseller, the reseller collects the referral benefit from AT&T.  The 

effective retail rate for eligible AT&T customers is  

ER = (R – pb). 

The effective wholesale rate for the eligible customers of the reseller is  

EW  =  (R – A – pb).   

 16



  
 
 Direct Testimony of Christopher C. Klein, Ph.D. 
  Docket Nos. 2010-14—19-C 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

The difference between the effective retail rate and the effective wholesale rate is just 

avoided cost: 

  ER – EW  = (R – pb) – (R – A – pb)  =  A. 

 Again, the wholesale margin is equal to avoided cost and AT&T’s wholesale rate 

obligation is fulfilled. 

 

Q. Is this fair to AT&T? 

A.  Yes.  AT&T should be indifferent to offering the referral program directly to its 

customers or indirectly to customers of the resellers.  AT&T’s retail net revenue under 

the referral program is the regular retail rate less avoided cost and less the expected 

referral benefit payment, pb, or       

  Nretail  =  R – A – pb. 

AT&T’s wholesale net revenue is the effective wholesale rate, EW.  The effective 

wholesale rate is the regular wholesale rate, W = R – A, less the expected referral benefit, 

pb, or 

Nwholesale  =  EW = R – A – pb. 

The wholesale and retail net revenue for AT&T are the same.   

AT&T should be indifferent to offering the referral benefit to its own customers 

directly or to the customers of resellers through resale.  There is no difference in net 

revenue to AT&T.   
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CONCLUSION 

Q. Can you summarize your recommendations? 

A. Yes.  For each of the offerings at issue I recommend: 

  1. “Cash back” offerings: The cash back offering should be made available for 

resale. The reseller should receive the full cash back benefit for customers who qualify 

for the offering. 

  2. LCCW:  The appropriate wholesale rate is the negative of avoided cost; that is, 

AT&T should credit the reseller the avoided cost of line connection when the reseller’s 

customer qualifies for the LCCW.  The avoided cost for this purpose is the appropriate 

percentage of the regular line connection charge. 

  3. “Word-of-mouth” referral offerings: Referral offerings should be made 

available for resale to eligible customers. 

 

Q. Does this conclude your testimony at this time? 

A. Yes. 
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